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General Business Conditions 





HE hesitant tone that developed in 
the economy during September per- 
sisted in October. Hurt by auto strikes, 
industrial production, as measured by 
the Federal Reserve index, slipped off 
a point in September to 111.6 (1957=100). Evi- 
dently there was little gain in October. Auto- 
mobile assemblies got back into high gear toward 
the end of the month, but steel mills, which had 
raised production to an annual rate of 111 mil- 
lion tons in late September, cut back operations 
moderately in October when a stronger flow of 
orders failed to materialize. Retail sales improved 
in October, as evidenced in better volume at 
department stores and good buyer response to 


the 1962 auto models, though merchants con- 
tinue to express disappointment over the con- 
servatism of consumer spending. The hard line 
of Soviet policy, threatening thermonuclear war, 
has taken away some of the optimism and confi- 
dent forward planning that naturally emerge in 
a period of rjsing employment and income flow. 
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New York, November 1961 


Businessmen are asking how long the “lull” 
will last and there is a widening tendency to 
question at least some of the more optimistic 
appraisals of prospects for 1962. Secretary of 
Commerce Luther Hodges has offered an esti- 
mate of $575 billion for the 1962 gross national 
product, which would be an increase of 11 per 
cent over the apparent $520 billion level for 
1961. Projections of business economists center 
around $560 billion for 1962 but even this figure 
has come into question as perhaps too high. 

Public sentiment often is governed more by 
present conditions than by appraisals of prospec- 
tive forces at work. Economists in government 
and business alike retain the conviction that busi- 
ness expansion will proceed under the impetus of 
the steeply rising curve of government expendi- 
tures and the enlarged capacity of people to 
spend. As a result of the increase of payrolls and 
build-up of liquid savings, there is no doubt that 
the public, if so minded, could go on quite a 
buying spree. 

Discouraged by pressures on profit margins, 
businessmen are keeping close control on their 
budgets. Inventory accumulation has been limi- 
ted by ease of obtaining additional supplies and 
absence of fears of price increases. Caution is 
apparent in scheduling new outlays for plant 
and equipment. Slack capacity exists in many 
lines. Even though there are always projects 
which could be undertaken if the money were 
there, profit levels are neither providing the 
wherewithal nor justifying borrowings or stock 
issues. 


Concern over Profits 


There is deep concern in the business com- 
munity with the difficulties of meeting constant- 
ly increasing employment costs at a time when 
competitive conditions deny opportunities for 
price adjustments to cover the costs. Our profits 
tabulations, as reported in the following article, 
bear out the recent comment of Secretary Hodges 
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that corporate earnings are “too low” and in 
percentage terms “are not moving with the trend 
in the economy.” Since profits drop faster than 
economic activity, in a recession, they need to 
rise more rapidly in periods of expansion. Dur- 
ing recent cycles the recovery of profits has been 
incomplete. As a percentage of gross national 
product, corporate profits after taxes have de- 
clined from 5.8 per cent in 1955 to 4.5 per cent 
in 1960. 

The latest figures confirm that the profits 
squeeze is on with a vengeance and may not only 
disappoint Treasury expectations of revenues 
from corporations but also dampen the recovery 
in capital spending by business. Estimates that 
plant and equipment outlays might reach or sur- 
pass $40 billion in 1962, up 15 per cent or more 
from the apparent 1961 total, are being shaved. 

The Administration is recognizing that the 
burdens of taxes and wage-push must be re- 
lieved if the economy is to enjoy balanced 
growth. Within the past month the Treasury 
took a constructive action in inaugurating a 
program of permitting more rapid tax write-offs 
for capital equipment as scheduled in the In- 
ternal Revenue Service Bulletin F. Initially affect- 
ing the textile industry, the plan is to broaden 
the application of these reforms to industry gen- 
erally. Chairman Wilbur D. Mills of the House 
Ways and Means Committee has stated that a 
tax revision measure including an investment 
credit provision will be taken up again in Janu- 
ary. The investment credit scheme has been 
simplified, to a flat across-the-board allowance 
of 7 or 8 per cent of new investment in plant 
equipment, instead of the cumbersome scale of 
credits proposed by the President last April. 
Nevertheless, the business community will view 
the proposal with reserve, partly because it in- 
volves further deferral of income tax rate reforms 
and partly because the means of financing will 
reopen controversial questions of a withhold- 
ing tax on dividends and interest, repeal of the 
dividends received credit, and heavier taxation 
on income earned abroad. 


Mistaken Course of Fiscal Policy 
It is a pity that the fiscal policy formula for 


getting the nation out of a mild recession was so 
concentrated on stimulating government spend- 
ing and so neglectful of tax reforms which—if the 
experience following the 1954 tax reductions is 
any guide—could have done more lasting good 
by reinvigorating business enterprise. Now, with 
Soviet belligerence adding to military outlays, 
and the aspiration to balance the budget for the 
fiscal year beginning July 1, 1962, fiscal policy is 
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in a deep quandary. The Administration sees a 
need for tax reforms but, having committed so 
much money to enlarging expenditures in every 
direction, the practical budgetary problem pre- 
sents itself: Where is the money coming from? 

The new fiscal ’62 budget estimates, released 
October 29, document the problem. The follow- 
ing table shows the change in the cash budget 
picture since January, and also, for comparison, 
what happened with the fiscal 59 budget when— 
similarly—government spending was chosen as 
the fiscal instrument for business revival. Then 
the sum of $8.1 billion was piled onto outlays. 
Now $9.3 billion has been added and the figure 
may go higher under the force of established 
momentum and despite the present efforts of the 
President to put on the brakes. The prospective 
cash deficit, $8.4 billion, may draw closer to the 
$13 billion figure realized in fiscal ’59 if expendi- 
tures rise still further and revenue estimates 
prove overly optimistic. 


Comparison of Changes in Federal Cash Budget 


in Fiscal ’59 and Fiscal ’62 
(In Billions of Dollars) 
Surplus (+) 
Expendi- or 
Receipts tures Deficit (—) 
Fiscal year ended June 30, 1959 


Original budget estimates $ 87.38 $ 86.7 + 0.6 

Final budget results 81.7 94.8 - 18.1 

Change -5.6 +8.1 - 13.8 
Fiscal year ending June 39, 1962 

Original budget estimates $103.1 $101.8 + 13 

New budget estimates 102.8 111.1 - 8.4 

Change -0.4 +9.3 - 9.7 


Note: Components may not add to totals because of rounding. 


The unhappy sequel to the 1958-59 spending 
spree is on the minds of government and busi- 
ness leaders—a surge of inflation fever, an incom- 
plete recovery, balance-of-payments difficulties 
and a gold drain, not to mention a strike shut- 
down of the steel industry. All these risks are 
inherent in the present situation. The bright side 
of the matter is that, having been down this road 
only two or three years ago, we should have a 
better appreciation of what we need to do. 


Third Quarter Corporate Earnings 





The expansion in business to record levels so 
far has failed to bring the hoped-for relief from 
the profit squeeze that has been the chief prob- 
lem of American corporations in recent years. 
The profits curve traces wide swings over the 
course of the business cycle. An expansionary 
phase normally brings a fast recovery in cor- 
porate earnings. But, though production has 
been on the rise since last February, profits 
have failed to show their usual resiliency. 

The lag of earnings is evidenced by this 
bank’s tabulation of results for 791 corporations 
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reporting to date. These companies show a com- 
bined net income of $2.9 billion in the Septem- 
ber quarter, an increase of 8 per cent from 
third quarter 1960, when the economy was slid- 
ing into recession, but a decline of 2 per cent 
from the June quarter. For the first nine months 
of 1961, the same companies reported total after- 
tax income of $8.5 billion, a decrease of 5 per 
cent from the corresponding period last year. 

Among manufacturing companies alone, re- 
ports of 597 firms show that earnings for the 
third quarter topped the year-earlier period by 
7 per cent but slipped 5 per cent from the pre- 
ceding quarter. Forces of business recovery did 
not offset the usual tendency for profits to de- 
cline from the June to September quarters. For 
the year to date, manufacturers’ profits trailed 
6 per cent behind the year-ago pace. 

The squeeze on profits is evidenced again in 
a renewed narrowing of profit margins on sales. 
Though manufacturers in the June quarter had 
seen some recovery in margins from the reces- 
sion trough, this pattern was reversed as mar- 
gins shrank from an average of 6.1 cents per 
sales dollar in the spring quarter to 5.8 cents 
in the July-September period. 

Nearly two out of three manufacturers man- 
aged to show gains in earnings from the year- 
earlier quarter. Besides the usual contrasts in 
the performance of the various industries, there 
was considerable diversity in the fortunes of in- 
dividual firms in the same lines. Market condi- 


tions remained intensely competitive in most 
fields, and corrections of prices to cover in- 
creased costs were generally difficult to achieve. 
The new round of wage settlements, involving 
increases of 3 to 5 per cent per year in employ- 
ment costs, seems to assure prolongation of the 
profit squeeze, although higher levels of activity 
and firming prices may ultimately correct the 
imbalance. A number of companies showing in- 
creases attributed gains to successful cost-cutting 
programs. Among manufacturers operating or 
exporting abroad, earnings were also affected 
by some slowing in the rate of business expan- 
sion overseas, especially in Western Europe. 

As usual, the most notable improvement in 
earnings performance over the 1960 period was 
scored by industries that were sorely depressed 
a year ago. Thus, the steel industry, which was 
already deep in recession in third quarter 1960, 
producing at a rate of only 78 million tons a 
year, saw sharply higher earnings in this year’s 
September quarter. Five steel companies that 
had deficits a year ago succeeded in climbing 
into the black. A similar recovery was shown 
in the aircraft and missile industry as the burden 
of heavy development charges for commercial jet 
airliners eased. 

The auto industry, despite reduced sales be- 
cause of early model change-overs and a strike 
at General Motors, was still able to come close 
to year-ago results. Paced by office equipment 
producers, the machinery group continued to 





NET INCOME OF LEADING CORPORATIONS FOR THE THIRD QUARTER AND FIRST NINE MONTHS 
(In Millions of Dollars*) 





Reported Net Income 


% Change from Reported Net Income 






































Third Second Third Third Second First Per 

No. of Industry Qr. Qr. Qr. Qr. Qr. Nine Months Cent 
Cos. Groups 1960 1961 1961 1960 1961 1960 1961 Change 
36 Food prod. & beverages ..... $ 179.2 $ 84.6 $ 87.8 +11 +4 $ 236.3 $ 248.2 +5 
9 Tobacco products ........... 66.8 70.4 73.7 + 10 +5 187.0 204.4 +9 
29 Textiles & apparel .......... 23.7 22.6 25.1 + 6 +11 84.1 66.8 —21 
10 Tires, rubber products ........ 18.6 27.3 23.4 + 26 —14 68.1 68.6 +1 
34 Paper & allied products ...... 49.6 51.1 48.2 — 8 — 6 161.6 144.8 —10 
33 Chemical products .......... 197.6 229.3 201.6 + 2 —12 667.8 610.7 —9 
36 Drugs, soap, cosmetics ...... 132.4 109.4 136.7 + 3 +25 348.9 359.6 + 3 
27 Petroleum prod. & refining .. 650.7 617.4 640.3 — 2 +4 1,785.3 1,940.0 +9 
40 Cement, glass, and stone .... 98.1 91.7 96.1 — 2 +5 274.9 230.6 —16 
de> Ba, ee 104.7 184.4 178.0 + 70 — 3 647.2 439.7 —2 
36 Electrical equip., radio & TV 107.8 78.7 93.8 —13 +19 $25.7 251.8 —23 
Oe, EEE | Sccnnwcseeamene che 92.1 108.7 111.1 + 21 +2 279.0 $22.5 +16 
18 Nonferrous metals ........... 37.0 44.5 40.1 + 8 —10 123.3 116.2 — 6 
100 Other metal products ........ 97.5 98.5 112.8 + 16 +15 285.0 282.6 —1 
25 Automobiles & parts ........ 97.3 280.9 95.8 — 2 —66 799.8 549.7 —31 
18 Other transp. equip. ........ 8.1 23.1 24.6 +..f +7 D-10.1 71.6 +...f 
69 Misc. manufacturing ........ 129.7 115.1 145.1 + 12 +26 354.2 333.3 —6 
597 Total manufacturing .......... $1,991.1 $2,237.6 $2,134.3 + 7 —5 $6,618.1 $6,241.0 —6 
24 Mining & quarrying ........ 27.5 32.3 30.1 + 9 —T7 89.1 88.3 —1 
41 Trade (retail and wholesale) .. 52.5 52.3 53.6 + 2 + 3 154.0 154.7 +..f¢ 
20 Service & amusement ........ 17.5 15.4 18.4 + 5 +20 48.1 47.8 —1 
GE: BN Bac ee. teres cescscinwes 52.9 53.2 100.1 + 89 +88 243.3 137.2 —44 
63 Electric power, gas, etc. .... 230.7 249.4 245.3 + 6 —2 758.5 7197.8 +5 
2 Telephone & telegraph ...... 326.2 333.2 338.6 + 4 + 2 947.0 991.3 +5 
| ee ee $2,698.5 $2,973.5 $2,920.5 + 8 —2 $8,858.1 $8,458.1 —5 


* Per cent changes and totals computed from unrounded data. ¢ Increases or decreases of under 0.5% or over 200% not shown. D-Deficit. 
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show improvement over 1960. Firms in the elec- 
trical industry, on the other hand, saw earnings 
trimmed by lower selling prices. 

The petroleum industry, which has been work- 
ing to restore earning power, ran into some dif- 
ficulties during the summer because of weak 
gasoline prices and heavy supplies of refined 
products in domestic markets. However, con- 
tinuing efforts to improve efficiency helped some 
companies maintain profits, while international 
firms benefited from increased volume overseas. 

Results were somewhat mixed among firms in 
the chemical industry and in the drugs, soap, and 
cosmetics field, but, with higher sales volumes, 
both groups managed to edge ahead of year-ago 
results. Improving demand for paperboard limit- 
ed the earnings decline of the paper industry, 
while a heavy fruit and vegetable pack helped 
the can industry post generally higher profits. 

Producers of consumer soft goods benefited 
from better demands. Tobacco companies as a 
group extended their year-to-year gains in earn- 
ings. Rising sales also helped food and beverage 
firms, while textile and clothing manufacturers 
enjoyed some recovery from poorer earnings 
earlier this year. 

Outside of manufacturing, the most striking 
gains were posted by the railroads as carload- 
ings picked up along with industrial activity. 
Rail earnings, however, remain deeply depressed. 
In both retail trade and services, profits hov- 
ered around year-ago results. Earnings were 
generally higher than in 1960 for utilities supply- 
ing electricity, gas, and telephone services as rev- 
enues rose with increased billings. 


Profits as a Business Indicator 


The Census Bureau, in its new monthly report 
on Current Business Cycle Developments, has 
included profits data tabulated by this bank as 
one of its “leading series” which give warning 
of cyclical changes. Build:ng on work initiated 
years ago by the National Bureau of Economic 
Research, government statisticians have devised 
seasonal adjustments for the percentage of manu- 
facturers reporting increases from the preceding 
quarter. In past business cycles, it has been 
found that turning points in this seasonally 
adjusted percentage nearly always preceded 
changes in the trend of business generally. 

In the third quarter, slightly more than half 
of the firms reported increases in earnings over 
the second quarter. When the Census Bureau’s 
seasonal adjustments are applied, the resulting 
percentages are 56 per cent for the third quarter, 
compared with 69 per cent in the second quar- 
ter and 44 per cent in the first quarter. 
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Are Government Dollars 





Inflationary? 





In a speech in Chicago on October 13, Dr. 
Walter W. Heller, chairman of President Ken- 
nedy’s Council of Economic Advisers, suggested 
that there might be a “critical period” for price 
stability toward the second half of next year, but 
he disparaged the rising course of federal spend- 
ing as an inflationary influence. “Government 
dollars,” he said, “bear no mysterious tag that 
renders them more explosively inflationary than 
private dollars.” 

Yet there is a “mysterious tag” on government 
dollars. It says right on our coins and paper 
money that they are issued by the authority of 
government. Government spending can be fi- 
nanced by monetary inflation, by use of sovereign 
powers of money issue. Private spending, under 
the discipline of income flow and creditworthi- 
ness, lacks power to create inflation of truly “ex- 
plosive” dimensions. Government has unique 
power to increase spending, and not only through 
money issue but also through taxation. In the 
Great Depression, government taxing and spend- 
ing was justified as a means of taking away from 
people, and forcing into circulation, money which 
they would have preferred to save. 

Today a balanced budget is quite commonly 
regarded as an indication that the fiscal opera- 
tions of the Federal Government are neutral in 
their economic effects. A former chairman of 
the President’s Council of Economic Advisers, 
Dr. Arthur F. Burns, in his book, Prosperity With- 
out Inflation, sees this as an oversimplified view: 


[It] overlooks the fact that the impact of a huge 
sum of tax money spent by the government may be 
very different from the impact of an equivalent ex- 
penditure by consumers and business firms. 


In the first place, government officials as a group 
are probably somewhat less efficient shoppers than 
private citizens. 


Second, the prices of much of what the government 
buys are reckoned on a cost-plus basis or something 
close to it. 


Third, government contracts are ordinarily subject 
to special provisions regarding wages and other labor 
standards. 


Fourth, the high income taxes that are imposed 
to finance high government expenditures occasionally 
lead businessmen to be improvident about the prices 
or wages that they pay. 


Fifth, expenditures by the government, which 
nowadays are of necessity heavily concentrated on 
national defense, seem unlikely to contribute to the 
improvement of industrial capacity and productivity 
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to the same degree as would private expenditures 
of the same magnitude. 


Sixth, when an increase in governmental expendi- 
tures is financed by an increase in taxes, the increase 
in public spending will not always be accompanied 
in the short run by an equivalent reduction in private 
spending, so that the nation’s total spending may 
well be larger as a result of the expansion of a 
balanced ran ool 


Some Other Considerations 


These points can be amplified. It may be ob- 
served that an increasing proportion of federal 
expenditures is in welfare categories where there 
are no goods produced or services provided as 
a counterpart for the income given. These pay- 
ments, however great their social merits, sub- 
tract from needs to work, from production, and 
from flows of goods and services in the markets. 
In the case of agricultural programs, indeed, 
government deliberately pays people to reduce 
their production and marketings. The object is 
to “support” prices. 

Then there is the influence of the extreme 
rates of taxation, justified by the demand of 
government for more money to spend. Concen- 
trated on working people as a class, they sub- 
tract from human effort and from the ability 
of the private business system—which puts the 
goods on the shelves of the stores—to finance in- 
novations which lower production costs and 
prices. 


BILLIONS OF DOLLARS 
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Federal Cash Expenditures and Net Business Fixed 
Investment, Calendar Years 1946-61 
(1961 partly estimated.) 


*Gross domestic investment in construction and producers’ dur- 
able equipment, less capital consumption allowances and indi- 
viduals’ net investment in nonfarm housing. 
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The accompanying chart compares federal 
cash expenditures with business fixed invest- 
ment, the latter figures exclusive of outlays which 
simply replace plant and equipment that is wear- 
ing out. Although there is a view that rising 
curves of government spending can stimulate 
economic growth, the evidence points to the 
contrary conclusion: over-rapid growth of gov- 
ernment spending and taxing obstructs balanced 
growth of the whole economy. The only time 
in the past decade that business fixed invest- 
ment moved up to a higher plateau was in 
1956-57, after the 1954 cutbacks in government 
spending and taxes. 

Writing before the election a year ago, Mr. 
Kennedy showed his awareness of the problem: 

The last general tax revision took place in 1954. 

It left much to be desired. By tax reform we can 

eliminate inequities and loopholes and improve the 

simplicity and administrative convenience of raising 
revenue. ... 


Through successful tax reform we can broaden the 
tax base and lower the extremely high tax rates that 
cut down business and personal incentives. 


Business investment in plant and equipment must 
be encouraged as a generator of increased productivity 
and economic growth. . . . Above all, we must en- 
courage the production of earnings and channeling 
them back into further productivity. Only thus can 
we create additional job opportunities. 


Thus, through the tax system used to raise 
them, government dollars obstruct progress and 
hence the flows of goods in the market that give 
real value to money. 


New Tools for the IMF 





In late September finance ministers and cen- 
tral bankers from 73 member countries gathered 
in Vienna for the 16th annual meetings of the 
International Monetary Fund (IMF) and Inter- 
national Bank for Reconstruction and Develop- 
ment (World Bank). As from the beginning, 
ways and means of giving financial aid to under- 
developed nations provided one central theme of 
discussion. The other main theme was “inter- 
national liquidity’—the question of what if any 
changes should be made in the International 
Monetary Fund to help guard major nations 
against foreign exchange crises. The IMF in 
August had again extended assistance to the 
United Kingdom to meet a drain of funds, this 
time with a record-breaking $2 billion line of 
credit upon which drawings were made to the 
extent of $1% billion: $450 million in U.S. dollars 
and the balance in German marks, French francs, 
Italian lire, Dutch guilders, Belgian francs, Cana- 
dian dollars, Japanese yen, and Swedish kronor. 
Late in October Britain repaid $280 million, en- 









November 1961 





tirely in U.S. dollars; the Fund’s holdings of cer- 
tain European currencies such as German marks 
and Italian lire remain rather low. 


IMF Currency Sales and Holdings 


(In Millions of Dollars) Amount 

——Currency Sales——— held, 

1947- Jan.-Aug. Aug. 

1958 1959 1960 1961 1961 
UB GORMS  o.cdccceese $2,916 $139 $149 $784 $2,120 

EEC currencies:* 

German marks ...... 69 7 40 476 93 
French francs ...... — 13 5 325 351 
BE TE ove cece ce ~- — oo 199 43 
Dutch guilders ...... 5 - 18 145 187 
Belgian francs ...... 1l — o 90 193 
Pounds sterling ....... 208 22 68 113 2,878 
Canadian dollars ...... 15 — -— 60 363 
Japanese yen ........ _ _ _ 55 345 
GN i vivcecndeuiane — — 1 46 576 





* Currencies of member nations of the European Economic 
Community. + Argentine pesos, Danish kroner, and Swedish 
pce International Monetary Fund, 

In the intellectually stimulated atmosphere of 
Vienna, conversations ranged over all kinds of 
ideas, from the Triffin plan for making the IMF 
over into a super-central bank® to a return to 
the gold standard by the major nations. None of 
these suggestions, however, was taken up seri- 
ously by the delegates. The main proposal, sub- 
mitted by the Fund’s Managing Director, Per 
Jacobsson, and adopted in principle, was to use 
existing authority of the IMF to borrow curren- 
cies of some nations to lend to others. Hereto- 
fore the Fund has operated as a warehouse of 
world moneys. Now, instead of asking all mem- 
bers to contribute more, the idea is to enlarge 
its resources on a selective basis. By this means 
the flexibility of the IMF can be measurably 
increased. It can become a financial intermedi- 
ary to accommodate loans from countries having 
balance-of-payments surpluses to those having 
deficits. Such credits, which under IMF rules 
carry an automatic gold guarantee, would be 
extended only if the Fund, and the lending coun- 
try, were satisfied that the borrowing country 
was suffering merely temporary difficulties and 
was taking measures to restore balance. 

This proposal would have general applicabil- 
ity. No one can predict with confidence which 
of the world’s leading currencies may, a year 
or two hence, come under pressure. In Vienna, 
the delegates had particularly in mind the possi- 
bility that excessive supplies of dollars in foreign 
hands might in some circumstances lead to a run 
on the dollar and losses of U.S. gold reserves 
of unwelcome magnitude. In this eventuality, 
the thought was that the United States could 
draw from the Fund currencies of countries gain- 


* Discussed in the March 1961 issue of this Letter under the 
heading of ‘“‘World Shortage of Money?” 
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ing reserves and, selling these, keep foreign 
exchange markets on an even keel and sustain 
confidence in the dollar. 


Present Currency System Workable 


Damage has been done to international re- 
spect for the two leading reserve currencies, 
the dollar and the pound, by indulgence in the 
United States and the United Kingdom of the 
notion that the world is suffering a shortage of 
money when more genuinely it has been suf- 
fering oversupplies of dollars and pounds. A 
report of the Subcommittee on International 
Exchange and Payments to the Congressional 
Joint Economic Committee last August went so 
far as to assert that “so long as there is any 
deficiency of reserves in any country, there is an 
over-all deficiency....” This is like saying that 
there is a shortage of money in any country so 
long as anyone feels a want for more. Respect 
for money depends on scarcity value. If we go 
about creating more on every pretext, we only 
drive the dollar into international disrepute. 

At the Vienna meetings, the President of the 
Nederlandsche Bank, M. W. Holtrop, dealt in 
his speech not only with the question of excessive 
international liquidity but also with the infla- 
tionary risks in asking surplus nations to extend 
credit to deficit nations: 

. we have of late been faced with a situation of 
oversupply of international liquidity . . . our present 
problems are not due to any inherent deficiency of 
our institutional set-up. Therefore, we cannot ho 


to solve them by changes in our institutions, but only 
by changes in our policies. . . . 


. . - More resources can at their best buy more time 
for the proper execution of the internal programs of 
action. If that time be not well used, they will only 
serve to perpetuate disequilibrium. There could be 
no greater fallacy than to imagine that the solution 
of our problems could be found—as it is sometimes 
suggested—in just feeding the excess reserves of the 
surplus countries back into the international circuit, 
so as to enable the deficit countries to continually 
finance their’ deficits. This would only create the 

perfect machine for perpetual inflation. . . . 

President Holtrop pointed out how the “over- 
supply of international liquidity” could be 
changed into shortage if nations abroad, fearful 
of dollar devaluation, tried to put all their re- 
serves in gold. As noted in the August issue of 
this Letter (page 93), most of the European 
central banks presently keep the greater part of 
their international reserves in the metal. 

The consensus at the Vienna meetings, as 
summed up by the Fund’s Managing Director, 
was that “the present monetary system should 
be maintained because it has served the world 
well duying the years since the end of the Second 
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World War.” With convertibility, he said, liquid 
resources owned by business firms and banks 
can now, with little or no difficulty, be shifted 
from one country to another: “But for this very 
reason it is important that there should be ade- 
quate resources in official hands to meet the 
possible impact of international movements of 
private funds.” 


Strengthening Monetary Defenses 


During the twelve months ended last August, 
the Fund’s lending was more active than ever 
before—nearly $2.5 billion, of which $1 billion 
went to twenty-one primary-producing countries 
and $1.5 billion to the United Kingdom. Eleven 
different currencies were drawn from the Fund, 
two thirds of the total in currencies other than 
U.S. dollars. For the British drawing, the U.S. 
dollar provided $450 million, less than one third 
of the total. Only a few years ago almost 
all drawings from the Fund were in U.S. dollars. 


To cover one third of the British drawing, the 
Fund sold $500 million of its gold, reducing 
holdings of the metal to $2,042 million. Never- 
theless, holdings of some Continental European 
currencies, as the table on page 126 indicates, 
have fallen to low levels. On the other hand, the 
IMF had at the time of its annual meeting stand- 
by lending commitments of almost $1.1 billion. 


Two years ago, the Fund’s resources were 
enlarged by a 50 per cent across-the-board rise 
in subscriptions, combined with certain adjust- 
ments in individual contributions. But this 
yielded relatively small results in terms of the 
Continental currencies. The idea now is to 
increase the Fund’s resources selectively through 
borrowing. 


A provision in the Articles of Agreement al- 
ready gives the Fund the authority to borrow, 
granted the willingness of the prospective lend- 
ing members. As reported by Secretary of the 
Treasury Douglas Dillon, all the leading in- 
dustrial countries recognize the need for stand-by 
borrowing facilities to enable the Fund to cope 
with developments that might strain the function- 
ing of the world payments system. These coun- 
tries, including the United States and the United 
Kingdom as well as Continental European na- 
tions, would offer the IMF rights to borrow their 
currencies. Dr. Jacobsson expressed confidence 
that enough money could be made available 
to constitute “a powerful deterrent to any threat 
to the stability of our system.” Just how much 
might be forthcoming was not publicly stated. 
Reportedly, the aim is to negotiate credit lines 


up to $5 to $6 billion of which Continental Euro- 
pean nations might take up, perhaps, one third. 

The executive directors were left with the 
task of working out the details. For the United 
States to offer lending facilities to the Fund 
would require new legislation. The Bretton 
Woods Agreement Act of 1945, which ratified 
our participation in the Fund and World Bank, 
specifically forbade any Federal Government 
loans to them. 


Safeguards 


The representatives of the major Continental 
European nations, supporting the general idea 
of Fund borrowing arrangements, properly called 
for “safeguards.” The problem will be to con- 
sider difficulties involved for lending countries 
as well as needs of borrowing countries and to 
keep in force appropriate disciplines upon 
borrowers. 

President Karl Blessing of the German Bundes- 
bank expressed the view that lenders should 
make “firm commitments” but should be called 
upon to provide credits to the Fund only “if and 
for such time as their over-all balance-of-pay- 
ments position permits such lendings.” President 
Holtrop held that the “collective judgment” of the 
lending countries should be given special weight 
in the Fund’s deliberations regarding its borrow- 
ing at a given juncture. The French Finance 
Minister, Wilfrid Baumgartner, rejected any 
“automatic and rigid solution....Each country 
should remain judge of the advisability of the 
use of its own currency.” 

The potential lenders also expressed feelings 
that the credit lines to the Fund, while renew- 
able, should be granted for only relatively short 
periods. The arrangements would be reversible 
so that, if a lending country’s balance of pay- 
ments were to weaken, it could obtain from the 
Fund virtually automatic repayment of its loan. 
This, of course, is only sensible. 

Minister Baumgartner suggested that the Fund 
borrowing arrangements should be “only of a 
complementary nature.” He regarded them as 
“a second line of defense” supplementing credits 
by the principal central banks such as those 
arranged under the so-called Basle agreements 
for the benefit of the United Kingdom when the 
pound came under pressure after the revalua- 
tions of the German and Dutch currencies last 
March. 

Spokesmen for the Continental nations re- 
iterated that Fund assistance could supplement, 
but could not replace, sound noninflationary 
domestic policies. These nations had experienced 
vicissitudes of prolonged inflation and had de- 
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pended on American credits. They learned the 
hard way that the strength of a currency depends 
on discipline at home. As President Blessing 
noted: 


. .. We must get away from creeping inflation which 
has dominated the past decade. . . . The big countries 
have a special responsibility in this respect. . . . 
I am aware that this is not music in the ears of 
those who believe that easy money and creeping 
inflation are basic conditions of high rates of growth, 
but I am more than ever convinced that sustained 
growth can only be achieved by refraining from 


inflationary practices. . . . 


Secretary Dillon stressed that there must be 
“no weakening of the policies that have guided 
the Fund in the use of its resources.” He dealt 
at length with the improving prospects for the 
U.S. economy. He emphasized “the firmness of 
our decision to balance our budget in fiscal 
1963” and, should additional defense expendi- 
tures become necessary, to request additional 
taxes. The United States is “determined” to main- 
tain “a reasonable equilibrium” over the years 
in its balance of payments—something which can, 
of course, “be greatly facilitated by the coopera- 
tion of surplus countries in pursuing liberal 
trade policies, in increasing long-term develop- 
ment assistance, and in sharing expenditures for 
the common defense in accordance with their 
capabilities.” 

Since returning home, Secretary Dillon, noting 
the improvement in first half-year results, has 
expressed the hope that the 1961 deficit in the 
U.S. balance of payments—leaving out special 
debt prepayments—can be held to $2 billion 
as compared to nearly $4 billion in both 1959 and 
1960. At the same time, however, he pointed out 
that the rise in our trade surplus earlier this 
year was due more to a “recession-induced” 
decrease in imports than to an increase in ex- 
ports; as our economy picks up steam, rising 
imports will cut into our trading surplus. 


It is reassuring that President Kennedy should 
be taking a serious view of the balance-of-pay- 
ments position and counseling business and labor 
leaders to avoid wage-price inflation which un- 
dermines the international competitive power of 
American products. Equivalent attention needs 
to be given to Federal Government expenditures, 
rising rapidly and threatening to add to the 
weight of taxation on U.S. enterprise. Higher 
taxes provide no assured escape from a balance- 
of-payments dilemma: they may simply drive 
funds to friendlier investment climates abroad 
and hence defeat their purpose. The strength of 
the dollar depends not alone on the values in 
American goods but also on the values in Ameri- 
can investments. 








The Central Position of the Dollar 


Senator Prescott Bush, who was at Vienna 
as a U.S. delegate, reported on the meetings in 
the Senate on September 25. Questioned by 
Senator Frank Lausche about newspaper reports 
of a European view that the United States should 
impose some economic discipline upon itself as 
a prerequisite for help from the IMF, Senator 
Bush said: 


There is no use dodging the point. There has 
been and there remains among all of the great 
countries—among the finance heads, the heads of 
central banks and ministers of finance—a concern 
about the balance-of-payments deficit in the United 
States. As the Senator knows, it is a matter of deep 
concern to us in the United States. 


Senator Bush said that a big lesson from the 
conference for the United States was that “a 
country cannot successfully deal with the bal- 
ance-of-payments deficit problem unless it has 
fiscal and monetary order within its own govern- 
ment.” This is a lesson for everyone, for there is 
little hope for international monetary order with- 
out internal monetary order within the nations. 
But the lesson is of crucial importance for the 
United States whose currency provides the unit 
of account for IMF bookkeeping, the most use- 
ful and widely accepted substitute for gold, and 
the base for the gold exchange standard. 

Speaking at the annual meeting of the Ameri- 
can Bankers Association two weeks ago, Secre- 
tary Dillon properly stated that: “The achieve- 
ment of a reasonable balance is of utmost im- 
portance—not only to us, but to all free men 
everywhere. For the dollar, as the world’s basic 
reserve currency, is the very foundation of inter- 
national trade and commerce.” 


The best solution, from the American as well 
as world viewpoint, is for the United States to 
keep the dollar on a parity with gold through 
discipline upon federal outlays and upon employ- 
ment costs. If our international transactions put 
into the possession of foreigners more dollars 
than they want to keep in their reserves, we are 
faced with the unhappy choice between giving 
up gold and asking them to lend money to us. 

We need to recognize the wider implications 
of reciprocal borrowing of reserves. The gold ex- 
change standard rests on the readiness of the 
United States to sell gold on demand at $35 
an ounce. Would not massive drawings on the 
Fund be interpreted as an admission that the 
United States could not settle its deficit by sell- 
ing gold? Should a banker seek to negotiate 
borrowings from depositors? As Mr. Alan H. Tem- 
ple, former vice-chairman of this bank, noted 
last May in a comment on a CED study of The 
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Internatior+ Position of the Dollar: “How can the 
U.S., as oanker to the world, expect to merit 
the confidence of its depositors while at the 
same time drawing on them (even through the 
IMF )?” 

Questions like these should be faced openly 
and squarely. There is no escape from the fact 
that the international currency system rests on 
a dollar that is reliable and respected. 


7 Per Cent 





The adoption of a 7 per cent discount rate by 
the Bank of England this summer, as part of the 
British Government’s program to defend the 
pound, gave a new test to an old saying: “7 per 
cent will bring gold from the moon.” Part of the 
lore of the City of London, the adage rests on 
a hundred years’ experience of the Bank in meet- 
ing financial crises by raising its discount rate to 
a point where funds were attracted to London 
from overseas. 

In November 1907, for example, the Bank of 
England raised its rate to 7 per cent, attracting 
gold from no fewer than 24 countries in a matter 
of weeks and permitting Bank rate to drop back 
to 4 per cent by January 1908. It was the willing- 
ness of the British authorities to use high discount 
rates when necessary that bulwarked confidence 
in the pound. Seven per cent generally did the 
trick, though in some crises Bank rate was put 
up briefly to 8, 9, or even 10 per cent. The record 
of price stability in Great Britain during the 19th 
century once led the late Lord Keynes to look 
back nostalgically to the Victorian era as a time 
when faith in the enduring value of money 
was “part of the permanent social fabric.” 

Seven per cent has also had some place in U.S. 
financial history. Just 100 years ago, to stimulate 
individual saving in the early days of the Civil 
War, Congress authorized the issuance of three- 
year notes paying interest at the rate of a penny 
a day on a $50 note, equivalent to 7.30 per cent 
a year. More recently, 5 per cent has shown itself 
to have a widespread appeal. A hundred thou- 
sand people seized the opportunity to get some 
of the “magic 5s,” the five-year 5 per cent notes 
the Treasury offered under tight money condi- 
tions in October 1959. Federal Reserve discount 
rates on rare occasions have been raised to 5 or 
6 per cent and even to 7 per cent back in 1920-21. 

In the British experience it was not Bank rate 
itself which attracted funds so much as the con- 
current increases in yields on both short and 
long-term debt securities. From all over the 
world money poured in to take advantage of 
attractive yields on trade bills, bankers’ bills, or 





Consols whenever a rise in Bank rate pushed 
them up. Short-term yields in the London market 
touched 7 per cent in 1899 and 1907, but usually 
5 to 6 per cent rate levels were enough to attract 
funds. Yields on long-term bonds and Consols, 
traditionally more stable, rarely exceeded 4 per 
cent in the 19th and early 20th century, even at 
times of crisis. 


The Cheap Money Era 


Seven per cent Bank of England rates, put in 
force twice now over the last five years, represent 
the resurrection of an old, tried-and-true formula. 
The adoption of cheap money policies in the 
Great Depression and their retention through 
World War II into the postwar years made it 
seem doubtful that 7 per cent rates would ever 
be seen again, at least in English-speaking coun- 
tries which uniformly adopted policies of keeping 
rates down to save interest on public debts. 

With the return of peace to the world, how- 
ever, it gradually became clear that interest rates 
could be kept down only by adding to money 
supplies, already overswollen during the war, 
and that a stimulus for saving was required. Post- 
war inflation, consumer buying to make up for 
war-caused shortages of cars and housing, needs 
for states and municipalities to borrow to meet 
the demands of a growing population for schools 
and other public facilities, business outlays to 
renew and enlarge plants, reconstruction of 
Europe's war-shattered economies—all these pro- 
duced a postwar demand for funds the like of 
which the world had never seen before, with 
consequent upward pressure on interest rates. 

In the United Kingdom the low-water mark of 
the cheap money era came in the autumn of 1946 
when Chancellor of the Exchequer Hugh Dalton 
engineered a sale of 2% per cent Consols. But the 
2% per cents could not be kept at par without 
totally undermining an already weakened con- 
fidence in the pound. Thus, the British authorities 
allowed their price to decline, in response to 
forces of supply and demand. 

Since 1946, long-term rates of interest in Great 
Britain, as elsewhere in the world, have been 
drifting irregularly upward as bond prices re- 
ciprocally have been working lower. The Dal- 
ton 2ks, originally sold at 100, traded as low as 
36% this summer following the establishment of 
a 7 per cent discount rate by the Bank of Eng- 
land. 


The July-September 1961 Experience 


When the Bank of England adopted a 7 per 
cent rate on July 25, it was the second time since 
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the end of the long interlude of cheap money that 
Bank rate had been put up to a crisis level. 
The September 1957 move to 7 per cent, in the 
wake of the Suez crisis, was equally dramatic; 
at 7 per cent for the first time since 1921, the 
rate towered above the 2 to 4 per cent levels 
that had ruled from 1932 to 1955. 

It is the recent 7 per cent Bank rate, however, 
which has provided the most striking modern 
test of the power of “7 per cent.” This time it 
was not only Bank rate which was up around 7 
per cent but also yields on long-term British Gov- 
ernment bonds. The 4 per cent Consols, for ex- 
ample, offered a yield of 7 per cent, the War 
Loan 34s a yield of 6.93 per cent, and the 2% 
per cent Consols 6.85 per cent. Such levels of 
long-term yields are unprecedented in the an- 
nals of British financial history. Thus, “7 per 
cent” as a magnet for money was more powerful 
this summer than ever before. 

So far as the foreign exchange standing of the 
pound went, “7 per cent,” along with the other 
measures taken, proved effective; the pound rose 
from $2.78% on July 21, near the low end of the 
$2.78-2.82 range in which it is permitted to fluc- 
tuate, to $2.814 in October. The flows of funds 
attracted to London, from the money markets of 
the Continent and North America, strengthened 
U.K. reserves. By October 5, the reserve situation 
had improved to the point where the Bank of 
England felt justified in reducing Bank rate to 
6% per cent. Yields on 91-day British Treasury 
bills have come down from a crisis peak of 6.74 
per cent to about 5% per cent. Yields on long-term 
British Government securities have also declined; 
nevertheless they remain at historically high 


PER CENT 
8 





levels. The 4 per cent Consols stil offer 6.65 
per cent, the War Loan 34s 6.68 per cent,and the 
2% per cent Consols 6.36 per cent. 

In the perspective of history, this reqeires 
some explaining. In the old days much lower 
yields sufficed to whet demand for Consols, even 
in times of crisis. The record, as shown in the 
chart, tells a story that people considered Consols 
a good investment at 3 per cent and a bargain at 
yields much higher than that. 

Suggestions that long-term bond yields in the 
United Kingdom were working toward a new, 
higher “normal” level were offered in the course 
of the Radcliffe Committee's 1957-59 study of the 
workings of the British monetary system. The 
Committee noted as “major factors tending to 
drag upwards the level of bond yields” the steady 
increase in public debt growing out of unbal- 
anced budgets, expectations of inflation, and a 
growing preference of investors for common 
stocks. Oddly, no mention was made of the in- 
fluence of high progressive income taxes. 


Impact of Inflation and Taxes 


It is ironic that government cheap money poli- 
cies aimed at keeping interest rates down became 
a principal factor pushing them up. The citizen 
found that such policies inflate the currency and 
raise prices, cutting the real value of money. 

The influence of commodity price movements 
on long-term yields is no new discovery. In the 
book, British Finance, 1914-1921, published in 
1921, A.H. Gibson presented a chart showing the 
close correspondence between movements in 
commodity prices and the yield of Consols from 
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1820 to 1920. Keynes, writing in 1930, called the 
relationship “one of the most completely estab- 
lished empirical facts within the whole field of 
quantitative economics.” Unfortunately, Keynes’ 
later thinking led some of his disciples, fascinated 
by the possibilities of cheap money, to forget the 
relationship. But savers put it back in working 
order in the postwar years, as they rebelled 
against buying bonds which offered little recom- 
pense for shrinkage in the real value of their 
funds. As the Radcliffe Committee put it: “In so 
far as people foresee a steady rise of prices of 2 
per cent per annum, they will look for a 5 per 
cent rate of interest instead of 3 per cent.” 

British investors saw rising consumer prices 
cut the internal buying power of the pound by 
4.3 per cent a year on the average from 1937 to 
1961. This wiped out completely the interest 
return on 2% per cent Consols and 3% per cent 
War Loans and left them with a loss on their 
investment. Prices in the United Kingdom have 
been more stable in recent years, but nonethe- 
less have risen about 1% per cent a year since 
1958. Even perfect price stability might not 
immediately affect investors’ behavior; trust in 
bond investments, once shattered, takes time 
to rebuild. 

Moreover, an interest rate today, save on tax- 
exempt obligations, is largely a mirage. It is a 
nominal “gross” yield—what the investor gets 
before the tax collector takes his share. Back in 
1907, it did not make much difference whether 
one talked of “gross” yields or “net” after-tax 
yields. With the standard rate of British income 
tax then only 5 per cent and no surtax, a 7 per 
cent interest return would be reduced by only 
0.35 per cent to 6.65 per cent after tax. Today, 
the tax situation is far different. Seven per cent 
would dwindle to 4% per cent after income tax 
at the current 38% per cent standard rate is de- 
ducted. People in the highest bracket, facing a 
tax rate of 88% per cent, find that a 7 per cent 
geturn shrinks to less than 1 per cent after tax. 

The unreality of gross yields can be fully ap- 
preciated only when account is taken of the im- 
pact both of inflation and of income taxation. As 


Impact of British Income Tax and Continued Inflation 
On 7 Per Cent Interest Return 


7 per cent return on £1,000 bond........ £70.00 
Less: Income tax on £70 at 38% per cent 
“standard. rate” ....cccccvddccescesoves 27.13 





£42.87 
Less: Annual 4.8 per cent shrinkage* in 
buying power of the £1,000 investment 
due to price inflation ..............+- 43.00 





—£0.13 


* Assuming continuation of the same 4.3 per cent annual rate 
of shrinkage, compounded, that has taken place since 1937. 





the table indicates, even a 7 per cent gross re- 
turn could be completely wiped out for a person 
subject to the “standard” income tax rate if 
shrinkage in the value of the pound should con- 
tinue at the 4.3 per cent compounded annual 
rate experienced since 1937. 


It is to be hoped that things will not turn out 
so badly. The British Government has made 
real efforts to bring down income tax rates—the 
standard rate has been shaved from the wartime 
peak of 50 per cent to 38% per cent—and may 
achieve further reductions in the future. Price 
inflation may be better contained in the future 
than it has in the past. Indeed, the willingness of 
the Government to use high interest rates shows 
determination to protect the buying power of 
the pound. If these efforts are successful, prices 
of British Government bonds will tend to rise 
and people having faith in the determination of 
the Government to arrest the shrinkage in the 
buying power of the pound may have capital 

ains, tax-free under British law, as a reward for 
well-placed trust. 


The Fundamentals 


If the saver loses faith in the integrity of his 
money, the sky is the limit on interest rates. 
It takes more than high interest rates to build 
confidence in the future buying power of money. 
It takes discretion in programming of govern- 
ment expenditures and abstinence from resort 
to the printing press to finance outlays. In the 
present day it also takes understanding by 
leaders of trade unions who possess power to 
shave value from money by insisting upon wage 
increases which cannot be borne save at the cost 
of price advances. In a speech last month, Lord 
Cromer, Governor of the Bank of England, 
warned that “constant recourse to disproportion- 
ate use of monetary measures is no substitute 
for a consistent and appropriate national eco- 
nomic policy.” He described the so-called non- 
monetary measures in the British program— 
including a pause in wage and ge increases 
and a promised reduction in tke rate of increasing 
government expenditure—as “fundamentally the 
most important” even though relatively slow in 
producing their effect. What will happen to the 
pound, and to British interest rates, will depend 
in the final analysis on the success of efforts to 
curb government expenditures, wage-price infla- 
tion, and taxation that takes the heart out of 
individual effort and enterprise. 


The needs of the United States, it may be 
noted, are precisely the same. 
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